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What to Do Before Filing

Chapter 11 May Be the Answer
Despite a three-year recovery,
accompanied by a booming stock
market, corporate bankruptcy rates
remain near their record highs set
four years ago in the wake of the 1982
recession. More than 50,000 com
panies failed last year.
Why? There is no simple answer.
Some companies have fallen prey to
stronger competition. Others have
suffered too long with the con
sequences of an overvalued dollar,
which ruined their export markets.
Still others, in deregulated industries,
failed to exercise prudent judgment
in expanding their activities.
Some factors have been beyond an
individual company's control,
according to industrial experts.
Federal government debt has dried
up the amount of money available to
help companies sustain growth or
remain solvent. Dramatic com
modity price fluctuations also have
caused a number of bankruptcies,
particularly in agriculture, mining
and oil-related industries.
A chapter 11 bankruptcy proceed
ing is a positive option for many trou
bled companies and is available to
virtually all corporations. This is
done by freezing creditors' positions
at the time of filing and preventing
ongoing creditors' action against the
debtor. It may provide a second
chance.
Chapter 11 is designed to allow the
debtor to continue operations under
the watchful eye of the court while
formulating a plan of reorganization,
and thus is often the better alternative
in a bankruptcy proceeding. Chapter
11 has a good chance to succeed if al I
the debtor needs is more time to work
out its problems; otherwise, the com
pany will probably move quickly into

a liquidation under chapter 7.
Except in extraordinary situa
tions, continuing the operation
benefits almost every party:

□ The debtor
continues under
the same man
agement with
less pressure,
while formulat
ing a plan that
corrects past
mistakes and
enables him
ultimately to
succeed.

□ The key em
ployees retain
their present
jobs, and the
customers re
tain a contin
uity of the
product or ser
vice.

□ For secured
creditors, it is
possible to max
imize the value
of collateral.
Receivables are
collected in a
more normal
business setting
than in liquida
tion. Inventory,
equipment and
other hard assets
have more value
in a going con
cern than in
liquidation, and
a successful
plan will pro
vide full
payment of
secured debt
over a period
of time
while still main
taining the same
collateral.

□ For un
secured cred
itors the value of
any free assets is
maximized—
including tangi
ble as well as
intangible assets
such as cus
tomer lists, trade
names, patents,
trademarks and
special pro
cesses and
formulas. In
addition, the
debtor now can
recover prefer
ential payments
or fraudulent
conveyances,
enabling it to
make a more
equitable dis
tribution to its
creditors.

The most important actions during
the prebankruptcy period are plan
ning and communications with cred
itors and other interested parties.
These can go a long way toward
enlisting the cooperation of all inter
ested parties during the period of
bankruptcy. That planning process
also helps the company to obtain the
financing to keep it operating during
the proceedings.
An early step should be to call in
outside professional help. To begin
with, the debtor's attorney must
assess his client's position to help it
analyze its rights and options with
regard to trade creditors, equity
holders and existing lenders, or the
attorney may well be required to
assist the debtor in identifying a spe
cialist with knowledge of bankruptcy
that general counsel does not have.
Second, it is necessary to call in
outside CPAs early, as existing finan
cial management may not have the
objectivity, experience or specific
skills to fully exploit the time a bank
ruptcy provides; furthermore, they
are in crisis.

Planning to Survive
Working with management, CPAs
will analyze what is wrong, what
went wrong, what it takes to survive,
and how the company expects to sur
vive and eventually achieve prof
itability. They lay the groundwork for
the formulation of a plan of reorgan
ization, while they help prepare
statements and projections that doc
ument a debtor's case.
Not every bankruptcy is a horror
story. Many companies have used the
chapter 11 process to get back on
their feet. With proper planning,
good financing, intelligence and
goodwill, it can be done.
■

Remember Exciting Promise of Work-at-Home?
Experience Suggests the Idea Be Put on Hold
Several years ago much was being
said about "telecommuting" —work
ers toiling away at home, using com
puter terminals linked to the office
EDP system. Advantages to employ
ees were said to include the savings
on transportation, clothes, lunches
and other commutation costs; the
end of frenzied rush hours; more
time at home; and nearness to sick
people or children who might need
attention.
Advantages to employers were
touted to be space savings, access to
the services of disabled workers and
a happier, better-rested work force.

Reactions negative
Not a great many companies tried
telecommuting, but enough did to
provide a track record, and the
results are less than encouraging to
those who might be considering the
idea. The Wall Street journal recently
reported on the largely negative reac
tions of those who experimented
with work-at-home plans.
For employers, the unfavorable
aspects included:
□ Inability to manage workers
from a distance (how do you get to
know people you rarely see?).
There was no longer a sense of the
work force being a team.
□ Executives didn't feel like exec

utives, with fewer underlings
around.
□ Questionsof liability arose con
cerning workers who might be
injured while working at home.
□ The telephone linkups between
computers weren't always relia
ble.
□ Jealousies developed between
those who worked at home and
those who punched in at the office
every day.
□ Fears were expressed about
company secrets lying about
unguarded in employees' homes.
□ At many companies, not
enough employees used com
puters even part-time to make tele
commuting a significant option.
Employees didn't care much for
working at home, either. Fifty-seven
percent said they preferred to put in
full-time at the office; 36 percent
would divide their time between
home and office; fewer than 7 per
cent would work full-time at home.
Some workers taking part in tele
commuting experiments are said to
have trouble readjusting to the office.
They tend to dress sloppily and take
days off whenever the spirit moves
them.
Looks like another great idea
whose time hasn't yet come.
■

Recruiters Say New Regs
Put Burden on Job Seekers
Employment agencies are
unhappy about regulations issued by
the Immigration and Naturalization
Service (INS) to implement the new
immigration reform law. The regs,
they say, could place a heavy burden
on all job seekers using personnel
agencies or recruiters to help them
find employment.
What troubles the agencies is that
job candidates using their services
are required to appear in person at
each agency office trying to place
them, in order to establish their iden
tity and eligibility for employment
under the new law. Letters or phone
calls won't do, they say—it has to be
a personal visit. For someone trying
to land a berth in the aerospace
industry, for example, that could
mean traveling to each of the dozens
of cities where aerospace manufac
turing plants are located.
The INS may be getting ready to
ease up on the tough new regs, how
ever. A department spokesman said
INS is taking a hard new look at the
problem.
■

Don't Funnel Losses to Us,
Say Credit Card Companies
In describing, in our spring issue,
how a merchant "guarantees" cus
tomers' personal checks by obtaining
authorization to charge purchases on
the customers' credit cards if a check
should bounce, we warned that the
credit card companies could be
expected to resist such a practice.
The expectation was well-founded.
Banker-reader Denny Dumler
writes, "This practice is expressly for
bidden under the Visa U.S.A. operat
ing regulations.. .and also under
Mastercard International rules. Any
merchant attempting to use the
described method to funnel its badcheck losses to a Visa or Mastercard
issuer risks losing altogether the right
to accept these credit cards."
■
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Warm Weather Months Are Time for Taxpayer
Actions to Avoid Getting Hot Under the Collar
Month after month, like the after
shocks of an earthquake, previously
unsuspected consequences of the
Tax Reform Act of 1986 are encoun
tered.
For many taxpayers, the biggest
shock of all won't come until 1987
tax returns are due. Only then will
those who haven't been paying close
attention feel the full effect of the new
law—too late to do much about it.
Also, midsummer is preferable for
tax planning because professional
tax advisers are more likely then than
during a hectic tax season to have the
time to review one's situation and
recommend ways of minimizing the
tax burden.
Meanwhile, the following are a
few suggestions for living with the
new law.
Minimum-Deposit Insurance
Less Attractive Than It Was
Life insurance policies and annuity
contracts often provide for premiums
to be paid in part with funds bor
rowed against the policy itself. Since
interest on the borrowed amount has
been deductible, this means that
Uncle Sam has carried part of the
cost.
With deductions for personal inter
est being phased out, the cost-effec
tiveness of so-called minimum
deposit insurance plans is reduced as
well. Reduced, but not eliminated.
Sixty-five percent of the deduction is
still available this year; 40 percent
will still be there next year. That
leaves plenty of time to weigh the
value of any minimum deposit insur
ance you have now against the alter
natives that may be offered to you by
your insurance broker or others.

Refinancing Home Mortgage
Could Be a Costly Mistake
Before refinancing your home
mortgage to take advantage of the
new tax law, make sure the step
would be advantageous for you—not
a costly mistake.
The interest on home mortgage
MBE, Summer 1987

loans, unlike that on other consumer
borrowing, remains fully deductible,
but only if the mortgage was made
prior to August 17, 1986. On loans
made after that, including refinanc
ings, deductible amounts are limited
to the original cost of the home, plus
improvements, plus medical bills
and tuition costs.
By refinancing an older mortgage,
therefore, one can actually reduce
tax deductions instead of increasing
them. Also, the mortgage-interest
deduction could be still further lim
ited if the taxpayer is subject to the
AMT—alternative minimum tax.
If you are thinking of refinancing a
mortgage, let's discuss it.
Law Even Affects Pay Of
Employees on Jury Duty
What's your policy on paying
wages of employees while they are
on jury duty? Many companies con
tinue normal salaries but require that
the employee turn over to the com
pany their jury-duty pay. Now, how
ever, TRA '86 has upset such arrange
ments by limiting miscellaneous
deductions to amounts in excess of 2
percent of adjusted gross income
(AGI). Jury duty pay is taxable
income whether or not it is turned
over to one's employer. If it must be
handed over it becomes a mis
cellaneous deduction—subject to
that 2-percent-of-AGI exclusion.
Thus the employee can be taxed on
income never really received.
A possible solution may be to con
tinue an employee's wages—minus
the jury-duty pay, which the
employee retains.
■

Deposit Taxes by Phone:
How Easy Can It Get?
Tax practitioners are warily watch
ing the development of a government
plan to automate the federal tax
deposit system. They're mostly in
favor of getting rid of glitches in the
present system but worry that a new,

computerized method could cause
added work and expense for very
small businesses, some of which
would be unable to participate at all
because of lack of sophistication or
even lack of such basic resources as a
computer or touch telephone.
Under the present system, tax
payers remit payroll taxes, corporate
taxes, excise taxes and the like into
Treasury accounts at authorized
financial depositories. Nearly 70 per
cent of all government revenues are
received in this manner.
Under a new system, a taxpayer
might feed the information directly
into one of Uncle Sam's computers,
which would debit the taxpayer's
bank account directly. This is another
source of uneasiness among some
tax practitioners queried about pre
liminary plans for the new system—
IRS access to bank accounts.
■

IRS Equivocal on 401(k)
Withdrawals to Buy Home
Savings tucked away in a 401(k)
retirement plan can be withdrawn
without penalty prior to retirement
only in the event of "hardship," but
what is hardship? Does it include the
need to make a down payment on the
purchase of a primary residence?
Many employees with 401(k)
accounts think it does, often because
their employers have told them so,
but an IRS spokesman advised Con
sumer Reports magazine that the pur
chase of a home does not qualify as a
hardship under the 401(k) restric
tions.
After a survey showed that half the
companies queried do indeed allow
401(k) premature withdrawals for the
purpose of purchasing a primary resi
dence, Consumer Reports went back
and asked the IRS about it again.
"It's conceivable that money in a
401(k) could be used for that pur
pose," they were told, "but as a gen
eral premise, that will notqualifyasa
hardship."
We'll keep you posted on later
developments toward resolving the
matter.
■

When Paying the Help Gets to Be Too Difficult,
Consider Handing the Assignment to Specialists
Government regulations, chang
ing tax rates, complex savings and
pension plans, new union rules and
other developments have made the
job of paying employees very time
consuming and consequently very
expensive. A survey by a CPA firm for
one of the payroll-processing com
panies recently showed the do-ityourself payroll cost per employee
per pay period ranging as high as
$14.40.
No wonder even companies
whose paperwork is computerized
have found it worthwhile to farm out
the chore of processing the payroll.
The data-processing companies
that specialize in this type of assign
ment maintain records on each of a
client's employees, which they
update each pay period with infor
mation supplied by the client—
changes in job status, hours worked,
overtime, sick days and whatever
else could affect earnings. After these

How the Experts Do It
Ever had the difficult task of
telling an underling that a
requested raise had been
refused? Next time take a cue
from William Lutz, chairman of
the Committee on Public Dou
blespeak of the National Coun
cil of Teachers of English,
quoted in U.S. News and World
Report. Lutz describes how a
Commerce Department official
responded in that situation:
"Because of the fluctuational
predisposition of your posi
tion's productive capacity as
juxtaposed to government stan
dards, it would be monetarily
injudicious to advocate an
increment."

up-to-the-minute adjustments are
posted, they prepare paychecks or
pay envelopes, or make direct
deposits to the employee's bank
account, deducting, of course, the

necessary taxes, insurance, savings,
union dues and other amounts to be
withheld. All parties concerned—
client, employee, bank, government
agencies, unions, etc.—get the infor
mation they are entitled to, and
nothing more. Confidentiality is one
of the assurances the payroll process
ing companies emphasize most.
Payroll is a big job, made bigger, it
seems, every time Congress meets.
Give thought to unloading it onto
people who don't mind doing it one
bit.
■

In Family Deals, IRS Insists
You Play It by the Book
We have reminded readers many
times that when entering into taxrelated arrangements with family
members, they be sure everything is
according to Hoyle. The tax collector
is highly suspicious of transactions
between related parties. Any failure
to treat such deals as arms'-length
arrangements could bring the tax
benefits into question.

A new case in point is that of a
woman who worked as a receptionist
in the office of her veterinarian hus
band. She put in regular hours per
forming genuine services, but when
she tried to set up a nonspousal IRA,
the Internal Revenue Service said no,
she wasn't really a wage-earner
because her husband hadn't issued
paychecks to her; he had simply
deposited all income from the busi
ness in a joint checking account (Let
ter ruling 8707004).
If your business is going to hire a
family member, it shouldn't be infor
mal about the matter. Be busi
nesslike. Insist that W-4 forms be
submitted. Issue paychecks, with
hold taxes, make out the W-2 Forms
and all the rest. That's what it takes to
make it a true employer
employee relationship.
■

Symptoms That Can
Alarm a Banker
What are the symptoms in a
loan client that a banker con
siders cause for concern?
Banker Dennis McCuistion,
writing in the publication,
Texas Banking, cites these:
□ Deterioration in the cash
position.
□ Slowdown in receivables
collections.
□ New noncurrent assets.
□ Disproportionate rise in
current debt.
□ Increasing debt-to-worth
ratio.
□ Declining gross-profit
margin.
□ Losses or stagnant profits
despite increasing sales.
□ Increases in overhead.
□ Nonreconciling equity
accounts.
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